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SUBJECT: Research Expenses Credit/Increase Credit Percentage

SUMVARY OF BILL

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would increase the state credit for "qualified research
expenses" from11%to 12%

SUMVARY OF AMENDMENT

The June 16, 1999, anendnents renoved the bills provisions that woul d have nade
Legi sl ati ve declarations regardi ng the Budget Act and replaced themw th the
provi sions di scussed in this anal ysis.

EFFECTI VE DATE

As a tax levy, this bill would become effective upon enactnment and specifies that
its provisions would apply to taxable or inconme years beginning on or after
January 1, 1999.

LEG SLATI VE H STORY

AB 68 (1999) would have increased the qualified research expenses credit from11%
to 13% and woul d have increased the mninmumthreshold for the taxpayer’s base
anmount fromnot |ess than 50%to not |ess than 35% of the taxpayer’s current year
qgualified research expenditures. SB 465 (1999) would increase the alternative
incremental research expenses credit to 100% of the federal anount.

SPECI FI C FI NDI NGS

Exi sting federal |aw provides for a research tax credit equal to 20% of the
anount by which a taxpayer's qualified research expenditures for a taxable year
exceed its base amount for that year

Exi sting federal |aw al so provides an additional basic research credit for
universities and an alternate increnental research credit schene, but these
provisions will not be sunmarized since this bill does not concern those credits.

The federal research tax credit applies only to the extent that the taxpayer's
qgual i fied research expenditures for the current taxable year exceed its base
anmount. I n conputing the credit, a taxpayer's base anount may not be |l ess than
50% of its current-year qualified research expenditures.
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Qualified research expenditures eligible for the research tax credit consist of:
(1) “in-house” expenses of the taxpayer for wages and supplies attributable to
qgualified research; (2) certain time-sharing costs for conmputer use in qualified
research; (3) 65% of amounts paid by the taxpayer for qualified research
conducted on the taxpayer's behalf (so-called "contract research expenses"); and
(4) 75% of anounts paid to a research consortiumfor qualified research if the
research consortiumis a tax-exenpt organization and i s organi zed and operat ed
primarily to conduct scientific research, and the qualified research is conducted
by the consortium on behalf of the taxpayer and one or nore persons not rel ated
to the taxpayer.

To be eligible for the credit, the research nmust not only satisfy the existing
research expenses deduction requirenents, but nust be undertaken for the purpose
of discovering information that is technological in nature, the application of
which is intended to be useful in the devel opnent of a new or inproved business
component of the taxpayer, and nust pertain to functional aspects, perfornmance,
reliability, or quality of a business conponent. Research does not qualify for
the credit if substantially all of the activities relate to style, taste,
cosnetic, or seasonal design factors. 1In addition, research does not qualify for
the credit if conducted after the beginning of commrercial production of the

busi ness conponent, if related to the adaptati on of an existing business
component to a particular custoner's requirenments, if related to the duplication
of an existing business conponent from a physical exam nation of the conponent
itself or certain other information, or if related to certain efficiency surveys,
mar ket research or devel opnent, or routine quality control

Expenditures attributable to research that is conducted outside the United States
do not enter into the credit conputation. |In addition, the credit is not
avai l able for research in the social sciences, arts, or hunanities, nor is it
avail able for research to the extent funded by any grant, contract, or otherw se
by anot her person (or governnental entity).

Exi sting state | aw conforns with specific nodifications to the federal research
credit, as foll ows:

“Basi c research” nust be conducted in California to qualify for the California

credit.

Research that has a specific comercial objective may qualify as “basic
research.”

The credit percentage is 11%for "qualified research” and 24% for corporations
for “basic research.” To duplicate the federal provision that allows the

credit for “basic research” paynents only to corporate taxpayers, the B&CTL
allows the credit based on “qualified research expenses” and “basic research”
paynments, while the PITL allows the credit only for “qualified research
expenses. "

The state definition of “gross receipts” for purposes of the credit differs
fromthat used in the federal credit.

The term nati on dates provided under federal |aw do not apply to state | aw
The California research credit is permanent and is allowed for taxable and
i ncone years beginning on or after January 1, 1987.
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This bill would increase the state credit for "qualified research expenses" from
11%to 12%

| npl enent ati on Consi derati ons

I mpl ementing this bill would occur during the departnent’s normal annual
updat e.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inmpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this bill is estimated to be revenue | osses as shown
bel ow

Revenue | npact of SB 705
Effective for income years Beginning on or After 1/1/99
Enacted after 6/30/99
Losses in $ MI1lions
1999/ 00 2000/ 01 2001/ 02 2002/ 03
- $5 - $7 - $8 - $9

This estimate does not account for changes in enploynent, personal incone,
or gross state product that could result fromthis measure.

Revenue Estimate Di scussion

The revenue inpact of this proposal is estimated in the foll ow ng manner.
The research credits generated under current and proposed | aw are sinul ated
for each corporation for the 1992 tax year based on a sanple of 50
corporations with | arge research and devel opnent expenses. The sinul ation
takes into account the taxpayers’ income, historical research expenditures,
and detailed tax and financial data. The results are weighted statistically
to the popul ation level. The revenue |osses are estimated as the

di fferences between the taxes under the current and proposed |aw. The
revenue | osses for 1992 are extrapolated to the 1999/00 and | ater fiscal
years using projected growth rates of business profit provided by the
Depart nent of Finance.
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